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l.

Good norning. Thank you for once again inviting ne
to address the Energy Council and CLEER  The
| egi sl atures of the large gas and oil producing states
| i ke yours al ways have a keen and continuing interest
in the state of energy econony. Your attentiveness
wi Il pay off during this highly transform ng and
dynam ¢ phase of the market's devel opnent. | am
naturally pleased to give you a FERC report card every

year or so and to offer sone gui dance on what can be
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expected fromour special corner of the federal

pol i cymaki ng establishnent. | hope to do a little of
that today. W have had perhaps the nost productive
and exciting year in the Conm ssion's history since |
spoke to you last March. M coll eague, Shelton Cannon,
wi Il wal k you through the specifics of our historic

el ectric restructuring order, Order No. 2000. By
openi ng and reorgani zing the market for bul k power, it
of fers vast business potential for the entire energy

I ndustry, not to nention billions of dollars in
consuner benefits. That is only part of our story,
however. W have al so reengi neered our organization,
streanmined many of its processes, and taken nmjor

steps in the area of natural gas and hydroel ectric

pol i cy.

Unli ke last March, when you and | were discussing

policy in an environnment of $10-per-barrel oil, energy
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I s suddenly topical. The currently volatile global oil
mar ket, higher prices at the punp, and tightening gas
and oil deliverability have refocused the country on
the issue of energy, where we get it, and how we use
it. There are clear reasons to be bullish on gas and
oil prices. Yet, it is equally clear that consuners

and their representatives are concerned and feel

vul nerable. On Saturday, the Washi ngt on Post observed
that renewed agitation on the Hill to reduce gas taxes
and recent exchanges between the Presidenti al

candi dates on that very subject "were signs of how
energy policy has returned to the center of the
political debate after years on the back burner."

Well, hello fromthe back burner.

It is safe to say that in the energy industry as on

Wal | Street, never has such change and trauna been
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associ ated with such success and prosperity. W live
in transformative and thus uncertain tines. However,

| can only regard the renewed awareness of energy

| ssues as a heal thy devel opnent in itself, provided we
as a Nation continue working on sound answers to our

| ong-term energy needs w thout sinply settling for the

qui ck fix.

Now t hat our issues are on the front burner or the
front page because the run-up in gasoline prices have
been taken as signs of a policy vacuum | feel obliged
to enphasi ze that substantial progress is being made in
key areas of energy policy. However, continued efforts
wi || be necessary to sustain this historic and
prol onged econom c recovery. |In pursuing them we nust
ensure that neither the industry, nor energy consuners,

nor national security, nor the environnent are
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short-changed as we nove into the vastly different

comerci al environnent of the 21st Century.

.

You and | know that energy policy is a conplex
matter, for which any panacea is suspect. Producer and
consuner interests often diverge. State and federal
perspectives often vary, especially on regul atory
matters. The inpact of energy devel opnent on the
environnent and on jobs is felt in a hundred different
ways. But, | think it is safe to say that any
reasonabl e policy nust have both supply and demand
conponents. In both areas, we have chal |l enges and |

believe we are neeting them

The pressing issues of the day (i.e., gasoline and

heating oil prices) have refocused us on the supply
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side. Wile there is always nore to be done to
mtigate our vulnerability to oil price volatility,

t he achi evenents of recent years are notable. Cearly,
the "new econony"” is nore energy efficient and | ess
dependent on oil-based manufacturing than was the old
econony. Even wth such efficiency, demand for
petrol eum products is projected to increase. The

I ndustry and the econony were aided by the lifting of
the ban on export of Alaska North Slope crude oil,
openi ng the National Petrol eum Reserve-Al aska (NPRA) to
expl oration and devel opnent, deep water royalty relief,
research and devel opnent prograns, and incentives for
onshore production frommarginal wells. They have all
contributed to a nore sustai nabl e energy econony and

the energy security of Anmerican consuners.
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Even the FERC is working to ensure a better future
fromthe supply side. It has proposed a nore
conpetitive and fairly regul ated gas and oil
transportati on systemon the Quter Continental Shelf.
It is changing course to ensure the availability of
section 29 tax credits for gas production fromtight
formations, to help small business and to preserve oil
and gas infrastructure. And, it has adopted policies
that will help pronote the expansion of the interstate
natural gas pipeline network in a pronpt but
responsi bl e way. The work we have done to relicense
hydroel ectric projects and pronote electricity

conpetition is part of the supply-side story as well.

A 30 or 35 Tcf natural gas market in the U S is no
| onger a pipe dream The North Anerican gas delivery
network is highly integrated and i ncreasingly

I nteroperable. The FERC is confident that the openness
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of the "grid" is playing a key role in devel opi ng and
del i vering new supply resources. The deploynent of new
technologies like distributed generation and fuel cells
wi || enhance the industry's prospects, the availability
of environnental | y-sound alternatives, and the welfare
of consuners. W also plan for the future by
devel opi ng production technol ogi es and renewabl e ener gy
resources that may not yet be conpetitive. One can
hope we are approachi ng consensus on the |ong-run val ue

of that work.

The demand side of the energy security equation is
equal ly inportant. The possibility of $2 gasoline this
sumer is at |east a rem nder that conservation and
efficiency nust remain a key portion of our overall
strategy. Wile we have nmade enornous strides in this
area since the 1973 G| Enbargo, | fear we may be

falling off the wagon. O course, demand-side
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managenent is not to be feared by conventional energy
producers. Predictions of |large increases in
electricity and natural gas demand in the decade ahead
shoul d be predicated, not on an acceptance of
profligacy, but on the prospect of price stability,

cl ean energy, and a | ean econony. Fuel diversity and
adequacy, good narkets, and a sensitivity to the
environnment wll remain the secret to our success

overall.

[l
From a FERC perspective (which does not include the
world of international oil and gas diplomacy), a
progressive donestic energy policy can be sumarized in
one word: conpetition. It has taken 15 years and a
succession of Conmm ssion rulemaking initiatives to
devel op an open and conpetitive interstate pipeline

network. Gas producers today play a key supply role
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but on a nuch bigger stage. The market is bigger, nore
conpetitive, and nore diverse than ever before and,

with that, cone sone tough conpetitive chall enges.

The Comm ssion's nost recent work, Order No. 637,
bui | ds on ei ght years of success under Order No. 636,
whi ch "unbundl ed" pipeline services and led to a truly
conpetitive market for interstate capacity. Oder
No. 637 fine-tunes the transportation nmarket in several
ways. For exanple, it renpves price caps on short-term
capacity rel ease transactions. | expect that this wll
| ead to what so many regul ated i ndustries found so
val uable in the past; that is, a freer secondary or
resale market that invites nore entities to buy and
sel | pipeline capacity, increases efficient utilization
of facilities, and noderates the price that can be
asked for capacity under conditions of high demand and

constrai ned supply.
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We think that this initiative, coupled with
seasonal rates and inprovenents in pipeline operating
practices (e.qg., flexible delivery points, bal anci ng
penal ties, discouraging operational flow orders) wll
create greater transactional liquidity and nore
conpetition. To ensure that it does, the Comm ssion
wi [l obtain and nake avail able better information about
capacity availability and price, enabling shippers to

make nore i nforned deci sions.

Measures such as Order No. 637 nove the interstate
pi peline network in the direction of territory occupied
by other | ess regul ated or unregul ated network
enterprises. Wat we have acconplished with all
segnents of the gas industry, while still a work in
process, is a sustainable market structure. Together
Wi th pronoting conpetition within that market and

devel opi ng adequate sources of supply, a sustainable
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mar ket structure should be anong the fundanent al

obj ectives of any energy policy.

I V.

O course, building conpetitive donestic energy
markets is, in ny view, an even nore critical task
during this period of profound industry changes. W
are witnessing dramati c corporate consolidation based
on the drive to attain scale and nmanage ri sk;
convergence of the natural gas and electric industries,
either formally or as a matter of nutual interest; a
maj or earning shift fromregulated to unregul ated
activities; and a renewed inperative to provide

custoner service and maintain reliability.

I ndustry and its regul ators nust accommopdate these

changes and reinvent the energy econony, even while
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e-commerce obliterates previous conmercial and

operati onal boundaries, even as Wall Street ronmances
the dot-coms with returns that are often extravagant,
and even though energy industries continue to work
within a patchwork of regulatory rul es and

I nconsi stencies anong nmultiple jurisdictions. The
North Anmerican electric and gas industries still remain
nore decentralized than banking or tel econmunications.
But there is grow ng agreenent that conpetitive markets

wi Il take the industry in another direction.

The future of electric restructuring is of speci al
| nportance to the states and especially to any
constituents you have in the natural gas business.

El ectric generation is, after all, where nost of the
next increnment of natural gas consunption will cone

from And, as if that were not enough, the corporate
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consolidation of gas and electric firns is accelerating
and the conpetitive contest anong gas, electric, and
tel ecom providers for access to residential markets is

I nt ensi fyi ng.

That really brings ne to the basic points I wsh to
make with you today. The restructuring of electricity
mar kets, and retail gas markets as well, is occurring
much too slowy. This is not a front page story ...
yet. But the cost of this procrastination to
consuners, the econony, and energy providers could be
significant. True, market-defining, market-enpowering
federal |egislation again appears unlikely this year.
That scarcely absol ves any conpany that wants to
succeed, or any agency that wants to be responsible, of
its obligation to address the needs of energing

conpetitive energy markets.
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No | onger shoul d anyone ask why this transformation
I s happeni ng or even what will happen. The salient
guestion is, why is this taking so long? Restructuring
is a |label that conceals a host of discrete issues and
points of view, to be sure. Yet, they seemto boi
down to two critical issues: the devel opnent of
conpetitive and efficient markets for power, and a
suddenly serious acconpanying problem-— the future of
the Nation's | egendary service reliability as

comercial relationships in the industry change.

The FERC has made a historic effort to pronote bul k
power conpetition by trying to create new institutions
that will alleviate pricing and other barriers to broad
regi onal power markets —- so-called regional
transm ssion organi zations (RTGs). Qut of practical
necessity and the anbiguities of the Federal Power Act,

however, the Comm ssion is relying on persuasi on and
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col | aboration and incentives to achieve RTGs on a

vol untary basis within the next two years. [t remains
to be seen whether incunbent transm ssion-owning
utilities will decide to take the bait. | hope that

t hey accept our challenge to di saggregate and give up
t he advantages of vertical integration between their
generation function, which is their biggest investnent
and the one nost subject to conpetition, and their
transm ssion function, which is the network over which
that conpetition can reach their custoners. |f the
network of wires can be operated i ndependent of
conpeting market participants, we will be well on our
way to conpetition. RTOs, to be blunt, are very

| nportant for gas. They are good, and may prove

critical, for reliability.

But, the success of our initiative will not be

evident for nonths, perhaps years. And if voluntarism
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does not work, other options will need to be expl ored.
Yet, Congress could help conpetition energe now. It

has had market regionalization on its radar screen for
a decade. It signaled its desire to nove toward
transm ssi on access and conpetition as |ong ago as 1978
and nore clearly in 1992. Since then, 24 states have
opted for retail conpetition. But those prograns wll
nost certainly fail to deliver consuner benefits

w t hout a vi brant whol esale market. So, in the absence
of any new directives from Congress, the Comm ssion
really has no choice but to undertake to open the

whol esal e marketpl ace itself. How these markets evol ve
Is a matter of great national inportance. Electricity
I S ubiquitous and the electric power industry is this
Nation's nost capital intensive. Personally, | would
find it remarkable if the Congress failed to help
direct its evolution, resolve the vexing state-federal

jurisdictional issues that restructuring entails, and
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fit this last major piece into the energy supply

puzzl e.

The nost startling piece of the current debate is
the possibility of declining reliability. A rash of
brownouts or outages woul d al nost surely repl ace
gasoline prices on the front pages of the Nation's
newspapers. Yet, that is precisely what we may be
inviting. A conbination of events can al ways conspire
to produce a |local outage or a regional price spike.
But the chall enges associated with increased
conpetition, grow ng demand, surging nunbers of
whol esal e transactions, transm ssion congestion, and
new mar ket entrants are nore sweeping in their
significance and the problens potentially far nore
severe. In regions of the country where generation is
| nadequat e, | arge anobunts of power nust be inported

| ong di stances over a transm ssion systemthat is
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congested and often in need of nmgjor expansion. Even
the nost tradition-bound i ncunbent public utilities
recogni ze the inpendi ng seriousness of the problem
What | al so hope they recognize is that only workabl e

and transparent regional markets can save the day.

These factors argue strongly for a new system one
that has teeth, is denocratic and transparent,
engenders trust in the market, and governs the
application of all standards fairly. Reliability at
t he whol esal e | evel nust be reestablished on a new
foundati on, where standards are uniform and
enforceabl e and the market cannot be ganed for
comerci al advantage. |In fact, al npbst everyone agrees

on this.
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What is to be done? Power markets are nade; they
don't just happen. Moreover, they cannot mature
overnight. The Congress, even if it acted today on
sone pretty good reliability |legislation before it,
woul d be unable to head off whatever problens m ght
arise this summer. And the FERC? Believe it or not,
we have no express responsibility for the reliability
of the bul k power system In the past two years,
however, we have been drawn into the area by the
I ndustry, which is struggling on its own to neet the
chal | enge of setting standards and enforcing them and
has now begun to fear it will not be able to do so

wi t hout our hel p.

Clearly, if the Commission is called upon to
respond to this critical need on a national basis, it
w Il have to choose either to beg off or to act rather

bol dly construing its obligation to protect the public
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fromthe threat of declining reliability. W are
likely to be asked to help institute a new nati onal
systemfor reliability based on private contract,

I nstead of statutory standard setting and enforcenent
powers, as we have already done in the West.
Nevert hel ess, the stakes associated with such a
strategy are high and I do not believe the Congress can
sinply ook on. | fear that, if the electric systemis
perceived to be at risk by American consuners, the
novenent toward conpetition will |anguish or be
reversed. That would be a defeat for conpetition and
an unfortunate detour fromthe 21st Century energy

mar kets that are now within our reach.

V.
Hi gh prices at the punp may serve to heighten the
appreci ation of the Congress and the public for the

| nportance of sound energy policies. | nust |eave it
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for others to address that issue, although one could
argue productively about whether those prices are the
result of legitimte market forces, narket
mani pul ati on, or market dysfunction. | sinply take
confort in the fact | do not owmn an SUV. However, the

energy issues that have not hit the front pages or

I nsi nuated thensel ves into canpaign rhetoric — narkets
and reliability -- will prove nore inportant even if
| ess newsworthy, | think. W need to work together to

ensure that these new energy nmarkets are conpetitive,
fair, efficient, and transparent. They have no
precedents in the history of our energy econony. At
the sanme tine, we need to work together to keep energy
services high in quality. Like prices at the punp,
keeping the lights on is the way every man tests
successful energy policies. | cannot tell you not to
worry. | can tell you that federal and state

pol i cymakers and the electric industry nust recognize
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that our only option is to push ahead swiftly in
conpleting the reinvention of the electricity

mar ket pl ace.

As with all aspects of econom c policy and nati onal

security, the right answers wll require vision, drive,
and long-termsolutions. | know the Energy Council
will be inportant to finding those answers.

Thank you.



